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Real Estate Loan Documents Negotiation Trends 
Nonrecourse Carve-outs & Springing Guaranties 

Nonrecourse loans, generally - If a loan is nonrecourse against the borrower, its principals, 
and its guarantors, the lender’s sole remedy in the event of a loan default is repossessing or 
foreclosing upon the pledged collateral and is precluded from holding such borrower, 
principals or guarantors personally liable for any monetary obligation due in connection with 
the loan. In the past, Lenders were being burned in bankruptcy proceedings filed by or 
against their borrowers. 

▪ Nonrecourse provisions in some cases encouraged borrowers to contest lender enforcement 
actions and file bankruptcy proceedings, as the borrowers had no risk of personal liability and, in 
some cases, wanted to prevent or delay a foreclosure to preserve the borrower’s equity 
investment and avoid or defer adverse tax consequences. 

▪ Additionally, especially in the past, much of the value of certain real estate was in tax or related 
benefits which might be compromised in the case of a foreclosure: 

▪ Investors in such properties were not concerned about adding to, or even maintaining, the value 
of the property pledged to secure the loan. 

▪ In the case of a loan default, one of the principal objectives of the borrower was to delay or 
avoid a foreclosure because of adverse tax consequences, incentivizing the filing of a bankruptcy 
to accomplish this goal. 

▪ As there was an absence of personal risk to borrowers and the lack of a direct monetary 
incentive for borrowers to properly operate and maintain the property, these borrowers could 
walk away from the collateral virtually unscathed (except for the loss of the borrower’s equity 
investment and possible adverse tax consequences) if the investment did not work out as 
anticipated.  As a result, Lenders’ security could suffer a substantial loss in the value that was 
originally determined as the basis for underwriting the loan.  
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Real Estate Loan Documents Negotiation Trends 
Nonrecourse Carve-outs & Springing Guaranties 

Solution:  provide an incentive to the borrower to repay the loan and maintain the viability 
of the loan and the collateral securing the loan by attaching personal liability to certain acts 
or inaction of the borrower in a limited set of circumstances 

▪ Nonrecourse carve-outs – provisions in the loan documents that, notwithstanding the nonrecourse 
nature of the loan, allow the lender to hold the borrower and/or any guarantors personally liable if the 
borrower engages in “bad boy” acts. 

▪ Examples of “bad boy” acts:  fraud or intentional misrepresentation, waste, misappropriation of 
security deposits or rents, failure to pay over insurance proceeds or condemnation awards, voluntary 
bankruptcy, insolvency and (especially in securitized loans) failure to maintain the borrower as a 
separate entity distinct from its parent (an “SPE”). 

▪ Some nonrecourse carve-outs limit liability to borrower to specific damages arising from the violation 
or breach of certain carve out provisions, while other carve-out provisions state that the entire loan 
becomes recourse to the borrower if any of (or certain of) the carve-out acts occurs. 

▪ In some cases, the nonrecourse carve-outs and covenants by the borrower to maintain its status as an 
SPE are inextricably intertwined.

▪ Springing guaranty – a guaranty of the consequences of certain risks for which a lender refuses to look 
solely to the collateral and that becomes effective upon the occurrence of certain breaches by the 
borrower of the bad boy acts, such as a bankruptcy filing. 

▪ Sample language:  "This loan shall be nonrecourse to Borrower or Guarantor unless any of the following 
shall occur, in which case Borrower and Guarantor shall be jointly and severally liable for the full 
amount of the Indebtedness: (a) Borrower or Guarantor commits fraud or material misrepresentation 
with respect to the facts concerning Borrower, Guarantor, or the Property which are provided to 
Lender; (b) Borrower or Guarantor voluntarily files a petition for bankruptcy or reorganization 
proceeding; (c) Borrower or Guarantor contests Lender's foreclosure action in the event of default...” 
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Latest Trends

What are the latest trends? 

▪ "Nonrecourse" financing is somewhat of a misnomer today.  Truly-nonrecourse 
loans are becoming exceedingly scarce.  "Limited recourse" would be a more 
appropriate description. 

▪ Additionally, the "limited" set of circumstances subjecting borrowers to personal 
liability has expanded, and in some cases, virtually negated the nonrecourse 
character of the loan. 

▪ Instances in which the borrower incurs personal liability in nonrecourse loans 
have expanded from traditional bad boy acts (fraud, material misrepresentation, 
misapplication of rental income, physical or economic waste, etc.) to matters of 
misconduct or simply inaction related to the economic performance of the 
property (e.g., environmental contamination) and, in the extreme cases, 
nonpayment of the loan or insolvency of borrower (see Gratiot Holdings).[1] 

▪ One key goal of lenders in the real estate industry is creating obligations of, and 
real personal incentives for, borrowers and guarantors to properly maintain the 
real property, preserve its value and enable the lender to quickly and effectively 
enforce its rights under the loan documents in the case of a loan default. 
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Latest Trends

What are the latest trends?

▪ Many commercial mortgage loan documents now contain covenants providing that the 
entire loan becomes recourse if certain "blameworthy" defaults occur: 

▪ violation of the due-on-sale-or-encumbrance clause (including certain equity transfers); 

▪ violation of the prepayment premium provision; 

▪ voluntary filing of a bankruptcy or reorganization proceeding; 

▪ contesting, delaying or hindering the lender's foreclosure action.  Bank of America, N.A. v. 
Freed (Il App. Ct. 2012) (Block 37/Chicago case) in which guarantors were personally liable 
for the entire unpaid balance of a $144M loan for contesting the appointment of a 
receiver in foreclosure); environmental contamination of real property;  fraud and material 
misrepresentations. 

▪ failure of borrower to maintain its separate identity as an SPE (especially in the case 
of a securitized loan) 

▪ Additionally, many commercial mortgage loan documents now contain carve-outs for 
certain actions or inactions of the borrower constituting "waste" of the mortgage 
collateral, holding the borrower or guarantors personally liable for all damages incurred by 
the lender: 

▪ failure to pay property taxes
▪ failure to apply rents to the maintenance of the property; failure to apply rents to 

the servicing of the debt. 
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Recent Cases

Heller Financial, Inc. v. Lee, 2002 U.S. Dist. Lexis 15183 (N.D. Ill. 2002) 

Borrowers formed a limited partnership for the purposes of purchasing the Hotel Royal Plaza 
in Orlando, Florida.  Borrowers executed an equity loan agreement in a mezzanine financing 
transaction, pledging to lender the interests of the general and limited partner in the limited 
partnership as security for the loan. 

▪ The loan was nonrecourse but contained a carve-out in the Note that provided that, 
notwithstanding the nonrecourse nature of the loan, each of the borrowers would be 
personally liable for repayment of the loan in the event of any breach of certain covenants 
in the Loan Agreement. 

▪ The Loan Agreement contained a covenant that borrowers would not, without prior 
consent of lender, "grant or permit the filing of any lien or encumbrance on the Project..." 
provided that borrowers could contest the validity or amount of any lien if they (i) gave 
prior written notice to lender and (ii) caused the contested lien to be bonded or insured 
over by the title insurance company. 

▪ After the purchase of the Hotel Royal Plaza, six tax and mechanic's liens were filed against 
the hotel, and borrowers did not notify lender of them nor cause them to be bonded or 
insured over. 
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Recent Cases

Heller Financial, Inc. v. Lee, 2002 U.S. Dist. Lexis 15183  (N.D. Ill. 2002) 

▪ Lender declared a default and, after the sale of the pledged equity interests in the limited partnership, 
sued the borrowers for the deficiency.  The court found in favor of lender. 

▪ Borrowers argued that they were not responsible for, and had no knowledge of, the liens because the 
hotel was managed by a separate management company.  The court rejected these arguments, 
reasoning that borrowers, and not the management company, contracted for the loan and borrowers 
"cannot claim ignorance of the liens when they were a matter of public record.“ 

▪ As in Heller, the 6th Cir. Court Of Appeals reached the same conclusion in 111 Debt 

▪ Acquisition LLC, et al v. Six Ventures LTD et al, when bankruptcy was filed by one guarantor, triggering a 
non recourse carve-out, even though it was done without the consent of the other guarantor. 

▪ Borrowers argued that the carve-outs were liquidated damages provisions and unenforceable as 
penalties.  The court also rejected this argument because: 

▪ the carve-out language was clear and unambiguous and negotiated and agreed to by the parties. 

▪ the carve-out provided for only the recovery of actual damages (i.e., only the amount of the unpaid 
debt) and not consequential/special damages. 

▪ the loan was secured merely by the equity interests in the limited partnership that purchased the hotel 
property, not the hotel property itself, so, while lender was in a junior position with respect to the 
hotel property, lender was especially concerned about the operation of the hotel because it directly 
affected the value of lender's collateral.  Additionally, lender could not simply foreclose on the 
property.  While the precedential value of the case may be limited to this particular set of 
circumstances, would the result really have been any different if lender was the senior lender who had 
a security interest in the hotel property itself?

11



Recent Cases

J.E. Robert Co. v. Signature Properties, LLC, 2010 Conn. Super. LEXIS 270 (Conn. 
Sup. Ct. 2010) 

A mortgage on a commercial property contained a nonrecourse carve-out prohibiting an 
unpermitted transfer of any part of the mortgaged property without the lender's consent, 
otherwise the entire mortgage debt would become a full recourse obligation of the borrower and 
guarantors, jointly and severally.  The definition of mortgaged property included “all agreements, 
contracts…licenses…pertaining to…management or operation of the property.”  The guaranty 
agreement also provided that if any recourse provision of the mortgage was triggered, the 
guarantors would be responsible for the entire unpaid balance of the debt.  The borrower 
terminated a parking license agreement in which the borrower was the licensee.  The lender sued 
the borrower and guarantor jointly and severally for the unpaid balance of the debt. 

▪ The court held that the borrower breached the terms of the mortgage when it terminated the 
parking license agreement without the lender's consent and found in favor of the lender. 

▪ The court interpreted the parking license agreement to fall within the definition of mortgaged 
property and also gave a broad definition to the term "transfer".  The court also ruled that the 
fact that the parking license agreement created a license only was immaterial, as the agreement 
created contractual rights that were a part of the mortgaged property. 

▪ The court also agreed with the lender's argument that the borrower had breached a provision of 
the mortgage prohibiting a transfer of any assets without the lender's consent and stated that 
"[a]n enforceable contract right is an asset.“ The trial court’s decision was affirmed on appeal 
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Recent Cases

Lichtenstein vs. Willkie Farr & Gallagher LLP, 652092/12 (Sup Ct. NY Apr. 
2013) 

Dismissal of a malpractice suit against legal counsel for advising its client, a 
principal of the borrower, to file for Chapter 11 bankruptcy on borrower's 
behalf and expose himself to the springing guaranty in the loan documents 
which was triggered on the borrower’s filing of a bankruptcy. 

▪ The principal was in a no-win situation in that he was either going to be liable to (i) the 
lender under the springing guaranty for authorizing the filing of bankruptcy petition or (ii) 
each of the borrower’s other creditors for breach of fiduciary duty in failing to authorize 
the bankruptcy filing since the borrower was insolvent at the time and owed a fiduciary 
duty to the creditors. 

▪ The court declined to hold the principal's legal counsel liable for malpractice in giving its 
client advice to file for bankruptcy on borrower's behalf, reasoning that (i) the guarantor’s 
liability to lender was capped at the amount of borrower's outstanding debt to lender 
whereas (ii) the liability to borrower's other creditors was uncapped. 
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Recent Cases

Pineridge Associates, L.P., et al. v. Ridgepine, LLC, 337 S.W.3d 461 (Tex. App. Ct. 
2011) 

Borrower borrowed $2,700,000 secured by a mortgage on its apartment complex.  
The mortgage loan was nonrecourse except in the case of a violation of certain 
carve out events of default, including the creation of any mechanic's lien that was 
not released of record or otherwise remedied to mortgagee's satisfaction within 
30 days of creation.  Borrower defaulted on the payments due under its loan and 
the property was foreclosed upon.  Mortgagee alleged personal liability against 
borrower and guarantor for the deficiency following the foreclosure sale claiming 
that the loan was fully recourse by reason of mechanic's liens on the property that 
had not been released within 30 days after the date of creation.  The court found 
in favor of the mortgagee and held the borrower and guarantor personally liable 
for the deficiency. 

▪ Borrower and guarantor argued that the foreclosure sale extinguished all mechanic's liens 
and further that mortgagee had not invoked the event of default related to mechanic's 
liens during the existence of such default, thereby negating the application of the 
nonrecourse carve-out. 

▪ The parties did not dispute that the mechanic's liens were extinguished by the foreclosure 
sale; rather, the court read the carve out language literally, reasoning that, since the 
mechanic's liens were never "released of record" within thirty days (by filing a release with 
the recorder's office), the carve out was triggered and the loan became fully recourse.  
Therefore, this condition continued to qualify as a default and the mortgagee properly 
invoked the mechanic's liens as an event of default since the mechanics liens were never 
released of record. 14



Michigan Cases

Gratiot Holdings and Cherryland Mall Michigan cases:  Pushing the limits on 
nonrecourse carveouts – a literal reading of the language of the carve out 
provisions and where the separateness provisions and springing guarantees meet 

51382 Gratiot Holdings, LLC v. Chesterfield Development Co., 835 F. Supp. 2d 384 (E.D. Mich. 
2011) 

Plaintiff lender foreclosed on its nonrecourse securitized mortgage on the defendant borrower's 
shopping-center property, leaving a deficiency of $12,000,000 on the outstanding balance of the 
nonrecourse loan.  Plaintiff sued defendant borrower and guarantor for the deficiency based on 
breach of one of the "springing recourse obligations" contained in the mortgage and incorporated 
in the guaranty; this springing recourse obligation would make defendants fully liable for the debt.  
The relevant provision mandated that the borrower shall not "become insolvent or fail to pay its 
debts and liabilities from its assets as the same shall become due and payable.

▪ The court ruled in favor of plaintiff lender, reading the carve out language of the mortgage literally and holding 
defendants personally liable for the unpaid deficiency under the springing recourse provision and the guaranty. 

▪ Defendants argued that they could not incur full recourse liability solely due to nonpayment of the debt, 
contending that the transaction was always intended to be nonrecourse.  The court dismissed this argument, 
stating that "this dispute is merely one of semantics".  Even if defendants proved that both parties 
misunderstood the legal effect of the nonrecourse carve-out, the court opined, there was no equitable reason 
to deny personal liability or reform the loan agreement. 

▪ Defendants argued that the court's ruling would cause the literal language of the nonrecourse carve-out to 
swallow the rule of the nonrecourse provision, making it meaningless and, further, doing harm to the nature of 
commercial mortgage backed security loans.  The court rejected this argument, stating that the nonrecourse 
language still has meaning since "insolvency would not have resulted if the value of the property had been 
greater than the balance owing on the loan."  The court went on to state that its job was not to propagate best 
business practices in an industry but to enforce discrete agreements executed by the parties. 
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Michigan Cases

Wells Fargo Bank, N.A. v. Cherryland Mall Ltd. Partnership, 295 Mich. App. 99 
(Mich. App. Ct. 2011) 

Lender extended a securitized mortgage loan to borrower in the amount of $8,700,000.  As a 
condition of the loan, Borrower covenanted that it "is and will remain solvent and...will pay 
its debts and liabilities...from its assets as the same shall become due."  Borrower became 
insolvent.  Lender foreclosed the mortgage and sued the borrower and guarantor for the 
unpaid deficiency of $2,100,000.  The court ruled in favor of the lender. 

▪ The court found that borrower had violated a provision in the mortgage requiring borrower to maintain 
its status as a SPE, which SPE provision included a covenant that borrower would remain solvent and 
pay its debts and liabilities from its assets as they become due.  As a result, since the borrower had 
become insolvent and was unable to pay its mortgage debt, the loan became full recourse to the 
borrower and guarantor. 

▪ Defendants argued that they should not be personally liable because the insolvency of borrower was 
not caused by its own actions but rather by the downturn in the real-estate market.  Court rejected this 
argument, holding that "any failure to remain solvent, no matter what the cause, is a violation." 

▪ Court declined to find in favor of defendants on public policy grounds, reasoning that it was the role of 
the legislature, not of the courts. 

▪ While it seems extreme that the loan could possibly become recourse if the borrower simply ever failed 
to pay any debt, the Court used the same reasoning as Gratiot in making the observation that the 
borrowers were apparently not able to negotiate for less strict language and it was not the job of the 
Court to re-write the contract and save parties from their bad bargains or failure to read and 
understand the terms of a contract. 
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Michigan Cases

Common assumptions of the courts in following the explicit language 
of the nonrecourse carve-out or springing guaranty and ruling against 
the borrower:

▪ that the borrower was adequately represented by effective legal counsel when it 
negotiated the loan. 

▪ that the absence of a less-strict nonrecourse carve-out or springing guaranty 
provision indicates that borrower was unable to negotiate for it and that the strict 
nonrecourse carve out was a material inducement for the lender to make the loan. 

▪ more likely that it was either overlooked by borrower's counsel or borrower’s 
counsel assumed that it would be interpreted in accordance with the conventional 
understanding of nonrecourse loans in the real estate industry 

▪ it is the role of the legislature, not the courts, to address matters of public policy, no 
matter how seemingly unfair the result. 
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Fallout from the Michigan Cases

Fallout from the Michigan cases - Gratiot Holdings and Cherryland Mall 

▪ On March, 29, 2012, the Michigan legislature enacted the Nonrecourse Mortgage Loan Act 
(NMLA) overturning the Cherryland decision.  The NMLA prohibits lenders from using the 
solvency requirement in a loan agreement's single-purpose entity provision as a basis for 
invoking full recourse to the borrower and guarantor. 

▪ The NMLA states, “A post closing solvency covenant shall not be used, directly or indirectly, as a 
non-recourse carve-out or as the basis for any claim or action against a borrower or any 
guarantor or other surety on a non-recourse loan.” 

▪ The Act applies to all contracts in Michigan presently in existence and created hereafter. 

▪ In GECCMC 2005-C1 Plummer Street Office Ltd. Partnership v. NRFC NNN Holdings, LLC, 204 Cal. 
App. 4th 998 (Cal. App. Ct. 2012), a California Court of Appeals explicitly distinguished Cherryland
and declined to hold guarantor personally liable when borrower became insolvent, despite 
language in the loan documents purporting to trigger recourse to borrower and guarantor in 
such a situation.  The court went beyond a mere strict interpretation of the nonrecourse 
carveout and guaranty agreement and examined the intent of the parties. 

▪ In New York both the state court in CP III Rincon Towers, Inc. v. Cohen and the federal district 
court in U.S. Bank Natl. Assn. v Rich Albany Hotel, LLC looked at the intent of the parties instead 
of the literal language of the document in refusing to find the guarantors' personally liable. 

▪ Both the Michigan Federal Court and the Michigan State Court have reversed their decision in 
Gratiot and Cherryland based on the NMLA. The court held the NMLA constitutional under the 
United States and Michigan constitutions even though the NMLA negates certain provisions of 
existing agreements. 
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Criticism of Recent Case Law 

Public policy concerns and criticism of the recent case law

▪ Certain nonrecourse carve-outs can "swallow the rule" of the nonrecourse provision, 
essentially creating a truly recourse (in every sense of the word) loan to the borrower, 
principal or guarantor when this is not what the parties intended. 

▪ (E.g., Borrower shall not become insolvent or fail to pay its debts and liabilities as the 
same become due and payable, else the loan shall be fully recourse to 
borrower/principal/guarantor).  Triggered if the Borrower simply defaults due to 
nonpayment on the "nonrecourse" loan (Gratiot Holdings) or becomes insolvent 
(Cherryland Mall). 

▪ Is it truly a "bad boy" act if the insolvency is due to market conditions or other 
circumstances beyond the control of the borrower? 

▪ An oxymoron.  Critics point out that an allegedly nonrecourse obligation is meaningless if 
it only exists until a default occurs. 

▪ Springing guaranties can create a conflict of interest by pitting the guarantor’s self-interest 
not to have full recourse obligations under the guaranty against the borrower’s fiduciary 
duty to its 

▪ shareholders/members if the borrower is insolvent or its creditors initiate a bankruptcy 
proceeding (e.g., if Borrower shall file for bankruptcy for any reason, the 
principal/guarantor shall be personally liable for the debt). See Lichtenstein.
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Criticism of Recent Case Law 

Public policy concerns and criticism of the recent case law

▪ Additionally, a non-controlling partner or member who has executed a guaranty may be 
surprised to learn that his/her personal liability is greatly impacted by the actions of the 
controlling/operating partner or member, over whom they have little or no control. 

▪ Courts (especially Michigan courts) are ignoring a fundamental principal of contract 
interpretation:  the need to interpret meaning in the context of the overall purpose of the 
agreement – and instead are taking the “easy way out” by limiting themselves to a literal 
reading of the loan documents which contradict the general common understanding of 
the real estate industry. 

▪ Springing recourse guaranties which are activated due to the borrower’s insolvency can 
have the chilling effect of causing borrowers, seeking to prevent the occurrence of a claim 
of foreseeable payment default, to wait until the last possible moment to alert servicers or 
lenders or seek modification of the loan, in the hopes that it won't be necessary; this delay 
may exacerbate the insolvency problem when a default occurs. 
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Criticism of Recent Case Law 

Special problems that can arise if there is a mezzanine lender: 

▪ The situation:  borrower obtains a senior loan secured by real property; in connection with 
this senior loan, the borrower’s principal executes a springing guaranty.  Borrower also 
obtains a junior/mezzanine loan secured by a pledge of ownership interests in borrower.  
Borrower defaults on mezzanine loan (but not senior loan) and mezzanine lender 
forecloses, succeeding to the ownership interests of borrower. 

▪ Mezzanine lender now owns and operates the property.  Borrower's principal no longer 
has any economic interest in the property.  Should the original principal/guarantor still be 
obligated to the senior lender under the springing guaranty in the event mezzanine lender 
runs the property into the ground or otherwise breaches its obligations under the senior 
loan which gives rise to liability under the guaranty? 

▪ Potential solution:  when negotiating the senior loan, the borrower should agree with the 
senior lender that its liability under the guaranty ceases when a third party succeeds to 
the borrower’s interest in the property, whether by foreclosure of the mezzanine loan or 
the sale of the borrower’s interest in a manner which consistent with the due on sale 
requirements of the senior loan. 
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What does it all mean? 

Some takeaways for borrowers, lenders and their counsel: 

▪ The courts that have ruled on the validity of nonrecourse carve-outs generally have 
construed them in favor of lenders, rejecting borrower and guarantor claims of ambiguity, 
merger, lack of harm, or invalidity under specific provisions of the Bankruptcy Code. 

▪ The courts tend to constrain their interpretation of the loan agreement to the four corners 
of the contracts and the literal language of the documents and refuse to construe the 
words in light of the general understanding of the real estate industry by claiming that it is 
not within the province of the courts to create public policy. 

▪ During negotiations, borrower’s counsel must be hyper-analytical in negotiating the 
specific language of nonrecourse carve-out clauses and springing guaranties since these 
could essentially swallow the non recourse nature of the loan. 

▪ Courts have generally enforced the specific language thus far, without regard to the 
parties' understanding of what they believed they bargained for. 

▪ Borrowers need to be aware that the courts may interpret terms such as "transfer" and 
"mortgaged property" liberally in connection with a nonrecourse carve-out (J.E. Robert 
Co.). 
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What does it all mean? 

Some takeaways for borrowers, lenders and their counsel: 

▪ The courts will find a guarantor liable for the full amount of the unpaid debt under a springing recourse 
guaranty even where the breach or violation springing the guaranty was done by borrower without 
guarantor's knowledge or consent (see Wells Fargo v. Daniels) 

▪ While Section 365(e) of the Bankruptcy Code creates the general rule that clauses in an executory 
contract that terminate or modify a debtor's rights upon the filing of a bankruptcy petition (ipso facto 
clauses) are 

▪ unenforceable, Section 365(e)(2)(B) provides an exception to this rule if the contract was made to 
extend a loan or other debt financing to or for the benefit of the debtor.  This is how lenders have been 
able to enforce Bankruptcy filing nonrecourse carve-outs and springing guaranties that create a very 
real dilemma for insolvent borrowers and their guarantors. 

▪ The experiences of the last years shows that in nonrecourse loans a  balance will have to be struck in 
the language of the documents; lenders may not be able to get borrowers or their principals to agree 
to accept personal liability for acts that are not the result of the malfeasance of borrower or its 
principals and are the traditional hallmarks of a nonrecourse loan such as: (i) insolvency of borrower 
and (ii) nonpayment of loan payments as they become due and payable (standard default) 

▪ Borrowers cannot rely on a legislative solution such as the Michigan and Ohio legislatures’ response to 
Gratiot and Cherryland. 

▪ As the Michigan and Ohio legislatures stated, it is "inherent in a non-recourse loan that the lender 
takes the risk of a borrower

*Credit to John C. Murray of First American Title Insurance Company, Enforceability of Carveouts to 
Nonrecourse Loans (2012).  
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Cash Management Practices –

• Specification of account or accounts into which 
property revenues are deposited and subsequently 
sent

• Smaller loans – under $10,000,000, the only “cash 
management” may be specific escrows for taxes and 
insurance

• For loans of $15 M and certainly over $20 M, 
lenders typically require establishment of lock box 
into which all property revenues are deposited

• Terminology and practices vary among lenders
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Highly Structured Set of Accounts 
Frequent in Large Loans

• Funds from clearing or lock box account 
transferred to cash collateral account, with 
a subsequent waterfall to accounts for debt 
service and property expenses
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Springing Cash Management 
Features

Trigger events for Lender to Sweep Funds

• Default under loan

• Major tenant fails to renew lease

• Breach of financial covenants, e.g., debt 
service coverage ratio
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Tips for Borrowers

• Negotiate cash management issues early – at 
loan commitment stage if possible

• Try to negotiate the maximum borrower control 
of funds 

• Try to limit lender control to situations when an 
event of default then is occurring

• Broaden exemptions for sweep events – example 
- “tenant exercises renewal option” language 
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SPE Provisions

• Special Purpose Entity – an entity that owns the 
subject real estate as its main asset and (per 
Standard & Poor’s) “is bankruptcy remote 
(unlikely to be subject to voluntary or 
involuntary solvency proceedings)”

• Rationale for SPEs

▪ Easier for lender to foreclose on asset, as asset 
less likely to be part of broader bankruptcy 

▪ Essential in securitized loans
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Standard & Poor’s Criteria for 
Special Purpose Entities

Two Areas of S&P’S SPE Examination

• Asset isolation in securitization

• The insolvency remoteness of SPEs
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Asset Isolation – The Extent to Which 
the Asset is Isolated From Other Assets

• S&P Analysis Focuses on the entity or 
entities that originated and owned the 
assets before the securitization transaction
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Standard & Poor’s Considerations for 
Insolvency Remoteness

▪ Restrictions on objects and powers

▪ Debt limitations

▪ Independent directors

▪ Restrictions on a merger or reorganization

▪ Limitations on amendments to organizational 
documents

▪ Separateness

▪ Security interests over assets
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SPE Provisions
Requirements:

Smaller Loans, SPE required

Larger Loans, special SPE provisions in entity documents required

• The Basics:
▪ Borrower has not engaged and will not engage in business other 

than ownership/operation of the Property

▪ Borrower will not acquire any other material asset other than the 
Property 

▪ Borrower will preserve its existence as separate entity

▪ Borrower will not comingle assets

▪ Borrower will maintain separate books and records

▪ Independent director required for large loans
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SPE Provisions

• Beyond the Basics:

▪ post-closing solvency covenants – Borrower 
will remain solvent – remember Cherryland

▪ Borrower will pay debts and liabilities when 
due

▪ Borrower will consider the interests of 
borrower’s creditors in connection with all 
LLC actions
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Tips for Borrowers on 
Separateness Covenants

• Review carefully during loan negotiations

• Encourage client to read them

• Full recourse for breach only if a court orders 
SPE consolidated with another entity

• Post-closing solvency requirements

▪ Borrower intends to remain solvent

▪ No new capital required

• Notice and cure before any default
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Other Credit Enhancements

Lenders may require multiple reserve 
accounts

• Account for capital improvements

• Account for tenant improvements

• Account for repairs
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Tips for Borrowers on
Other Credit Enhancements

• Specify/broaden conditions for release of 
escrow/reserve accounts

• With reserves for capital improvements and/or 
tenant allowances, allow for progress payments, 
not release of funds only at final completion
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Baltimore
Lockwood Place 

500 East Pratt Street, Suite 900 

Baltimore, MD 21202-3171 

T: 410.332.8600 • F: 410.332.8862

Boston
131 Dartmouth Street

Suite 501

Boston, MA 02116

T: 617.723.3300 • F:617. 723.4151

Chesterbrook
1200 Liberty Ridge Drive 

Suite 200 

Wayne, PA 19087-5569 

T: 610.251.5050 •  F:610.651.5930

Fort Lauderdale
200 E. Las Olas Blvd.

Suite 1000

Fort Lauderdale, FL 33301

T: 954.713.7600  • F: 954.713.7700

Harrisburg
Penn National Insurance Plaza 

2 North Second Street, 7th Floor 

Harrisburg, PA 17101-1619 

T: 717.257.7500 • F: 717.238.4622

Miami
Southeast Financial Center

200 S. Biscayne Blvd., Suite 3600

Miami, FL 33131

T: 305.428.4500 • F: 305.374.4744

Newark
One Riverfront Plaza 

Newark, NJ 07102 

T:  973.286.6700 • F: 973.286.6800

Philadelphia
Centre Square West 

1500 Market Street, 38th Floor

Philadelphia, PA 19102-2186 

T:  215.972.7777 • F: 215.972.7725

Pittsburgh
One PPG Place

30th Floor

Pittsburgh, PA 15222 

T: 412.209.2500 •  F:412.209.2570

Washington
1919 Pennsylvania Avenue, N.W. 

Suite 550 

Washington, DC 20006-3434

T: 202.333.8800  •  F: 202.337.6065

West Palm Beach
515 N. Flagler Drive

Suite 1400

West Palm Beach, FL 33401

T: 561.833.9800 • F: 561.655.5551

Wilmington
1201 North Market Street

Suite 2300 • P.O. Box 1266 

Wilmington, DE 19899 

T:  302.421.6800 • F: 302.421.6813

Chicago
161 North Clark

Suite 4200

Chicago, IL 60601

T: 312.876.7100 • F: 312.876.0288

New York
1270 Avenue of the Americas, 

Suite 2005 

New York, NY 10020  

T:  212.980.7200 • F: 212.980.7209

Princeton
650 College Road East, Suite 4000 

Princeton, NJ 08540-6603 

T: 609.452.3100  •  F: 609.452.3122


